Socially responsible, or ethical investing, is far from a new concept and dates back to the 1500s. The "old school" method of socially responsible investing was purely exclusionary in nature. However, its evolution towards sustainability has produced a myriad of definitions and investment options to consider. As the strategy set has evolved, so has investor interest. At Sontag Advisory, we believe that your values matter and that there are situations where investment decisions are driven by factors other than expected risk and return.
Definitions & Nomenclature
First, we must clarify the various acronyms used by investors, the most common being "SRI" (Socially Responsible Investing), "ESG" (Environmental, Social & Governance) , and "SRI" (Sustainable, Responsible & Impact Investing) . It is no wonder there is so much confusion when two of these acronyms are the same! Socially Responsible Investing refers primarily to Corporate Social Responsibility (CSR). This is the notion that companies should not simply focus on maximizing profits. Rather, they should also strive to have a positive impact on the community (both globally and locally). For the rest of this paper, we will refer to this theme as CSR.
 Based on moral and ethical values  Focused on the usage of exclusionary filters.  Emphasizes a given company's social responsibility rather than its risk/return characteristics  Examples of industries excluded: tobacco, alcohol, firearms Sustainable, Responsible & Impact Investing is a broader method of investing that implicitly includes CSR, while also incorporating a variety of ESG (Environmental, Social & Governance) factors. Any further references to SRI relate to this definition.
A common misconception about ESG investing is that it is a standalone investment strategy used by those focused on moral responsibility. In fact, issues within ESG are often used by traditional investment managers as non-monetary metrics, which complement traditional fundamental analyses. According to a study by The University of Oxford and Arabesque Partners in March 2015, firms with higher ESG scores enjoy lower costs of debt and equity capital.
SRI investing is primarily based on:
 value (financial) and sometimes values (moral and ethical)  the usage of inclusionary filters within investment analysis (positive screens)  the risk/reward of investments  active engagement between stakeholders and company management  a view through a long-term lens Depending on a given investor's goals, contemporary techniques may blend a variety of factorssome based on values (morals/ethics) and others based on value (financial). Irrespective of classification (CSR, SRI, ethical etc.) , the common denominator is the analysis of ESG issues. The list below is not exhaustive, but serves as a good base on the key factors used in today's environment. 
Source

Environmental Risk Issues
This subset of ESG is primarily concerned with issues that may have a negative impact on the environment or may be subject to scarce resources in the future. This could lead to reputational damage and/or sustainability issues, thus detracting from profits.
One of the most commonly cited example is the BP oil spill, which led to both reputational and financial damage by the way of fines, clean-up costs and general public outcry. One may also consider the impact that the drought in California may have on firms in the agricultural or beverage industries.
Social Risk Issues
Social issues, which are the most difficult to measure, can have wide ranging implications. Issues such as poor working conditions or undesirable health and safety records can also cause reputational damage, which may ultimately hurt profitability.
Consider the recent e-coli debacle at Chipotle Mexican Grill. Even though the company has begun to take corrective steps, its stock price has tumbled since the news broke.
Another widely observed case study is Nike's use of "sweatshops" and labor exploitation throughout China and Vietnam, which led to numerous protests and advocacy efforts. This caused major reputational damage to Nike's brand, which took a significant amount of time and money to repair.
Governance Risk Issues
In our view, this is the most broadly used metric within the ESG category, utilized by those using SRI mandates as well as traditional investment managers.
Governance is a measure of the efficacy of a firm's corporate governance structure. Corporate governance is a term that is widely used in the investment industry that is intended to reduce the principal-agent problem, which stems from the asymmetry of information between stakeholders (principals) and management (agents).
For example, if a company has a poor corporate governance structure, management may take advantage of their roles in a variety of ways, including excessive remuneration, taking on pet-projects and/or using the firm's resources for their own benefit (private jets etc.). It would only make sense for an investor to have a higher required rate of return under this circumstance, which lowers a company's value, all else equal.
Proliferation of ESG Data
The rise of ESG screens and investor's awareness can be best demonstrated by the leading data provider's incorporation of ESG and sustainability information. Bloomberg has an ESG section in its fundamental analysis tab for over 10,000 companies, while Morningstar has introduced Sustainability Rankings for over 2,000 mutual funds. See screenshots below: are likely to persist long into the future, such as climate change. 5) Impact Investing: A strategy in which investors seek to create a social and/or environmental impact while also seeking a financial return. 6) ESG Integration: This form of ESG investing is the most prominent and widely used method to date. It refers to investors incorporating ESG issues into their traditional fundamental analyses (positive screens). Please note that this may be used by managers without an ESG/SRI mandate.
Empirical Studies on Performance of Socially Responsible and Sustainable Investments
We have reviewed both individual studies as well as meta-data studies from several recent papers (including a number of others in Appendix A).
 A 2015 study by The Morgan Stanley Institute for Sustainable Investing highlighted that the MSCI KLD 400, a broad based index representative of SRI investing, outperformed the S&P 500 from 1990 to 2014, on a gross of fee basis. The expense ratio on S&P 500 funds are materially lower than funds benchmarked to the MSCI KLD 400. For example, you can invest in the S&P 500 for a little as 5 basis points per year. The lowest cost product that tracks the MSCI KLD 400 index is ten times more expensive, at 50 basis points per year. Further, the MSCI KLD index displayed slightly higher volatility.
Source: Morgan Stanley
 A 2014 Study by TIAA-CREF concluded that there was no statistically significant long-term performance differences between social/sustainable indices and traditional US benchmarks. The study cast this in a pro-SRI light (i.e. you can achieve similar performance while pursuing social goals) however we would note that this study ignored fees.
 A 2012 Study by Deutsche Bank reviewed 9 academic studies, with neutral/mixed findings with respect to performance metrics of active CSR/SRI managers vs traditional active managers.
We have yet to find any persuasive evidence that there is a specific element of CSR/SRI screens that will lead to outperformance over standard equity benchmarks. At the same time, we disagree with the notion that imposing CSR/SRI screens dooms an investor to material underperformance. We believe the following takeaways to be true and consistent with our views on active management in general:
 Most actively managed socially responsible and sustainable funds are likely to underperform lowfee, market-cap weighted passive investing, i.e. an S&P 500 index fund. However, this is primarily driven by higher management fees rather than the SRI mandate. o The Forum for Sustainable and Responsible Investment, along with Bloomberg, have created a list that includes data on 200 mutual funds that have CSR/SRI mandates. o According to ICI , the average expense ratio of an actively managed equity mutual fund, on an asset-weighted basis is 84 basis points per year, vs. 11 basis points for index funds. For fixed income, actively managed funds charge 60 basis points on average and 10 basis points for passive funds.  We would expect that even low-fee CSR/SRI funds would generally underperform a low-fee S&P index fund on an after-tax basis as the former funds have higher turnover. In 2015: o The S&P 500 (SPY) turnover ratio was just 2.77% o Vanguard's FTSE Social Index Fund turnover ratio was 20% o iShares most popular ESG related ETFs turnover ratios were 19% and 14%.  There is no compelling evidence to believe that either of these strategies will perform any better or worse than traditional active management.  There are no ex-ante methods to determine which managers in this space will outperform a traditional benchmark in any given period.
Conclusion: Investment Considerations
Socially Responsible Investing. We are strong proponents of low-fee, market-cap weighted passive investing as it relates to the equity space. However, we understand that there are situations where investment decisions are driven by factors other than expected risk and return-as is the case with socially responsible investing. If you believe you would derive greater utility by allocating capital in a socially responsible manner, then we would like to help you navigate through the options.
Sustainable, Responsible & Impact Investing.
It is more than likely that many of your professionally managed assets are already incorporating ESG factors and methodologies discussed throughout this paper. As mentioned above, this also applies to passively managed index funds. For example, BlackRock and Vanguard have recently publicized the fact that they are actively engaging with companies (which they now own large percentages of via index funds) to improve on various ESG issues.
When considering either method, it is important to keep the following in mind:
 Be absolutely clear on which aspect or themes are most important to you, and make sure that the investment accomplishes your goals. For example, if your goal is to join a divestment movement to "hurt" the stock price of certain companies, then you might be disappointed to learn that divestment does not necessarily negatively impact stock prices. However, if your goal is to sleep better at night by avoiding personal profit from such companies' operations, or if you are seeking to only own (positive screen) companies that meet your responsibility criteria, then you can most likely accomplish this.  Fees. Focus on low-cost options -fees are the primary driver of active management's tendency to underperform passive styles (whether it has a socially responsible mandate or not).  To the extent possible, utilize managers/strategies that rely on rules based methodologies and are as close to "passive" investing as possible. This entails choosing a specific socially responsible index or a sustainable investing index.  Expect return deviations from traditional benchmarks (i.e. the S&P 500), which can be positive or negative for a given time-frame, depending entirely on which strategy is chosen (CSR/SRI/specific filters).
Sontag Advisory recently began offering a variety of CSR/SRI solutions because our mission is to provide our clients with financial peace of mind, and we know that for many investors, these themes are necessary to achieve that goal. However, there are important principles to abide by and pitfalls to avoid, to ensure that socially responsible and sustainable investing does not come at too great a cost. We hope this paper has provided you with these best practices and a further understanding of this important investment topic.
